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Agenda item
Assessi ng paynment adequacy
Jack Ashby

MR, ASHBY: In this session we're going to lay out a
proposal for revising the way that we update paynents across al
sectors in fee-for-service Medicare. W see problens, or maybe
shoul d say at |east three problens, in the process that we have
been using to date.

First, we have tended to m x consi deration of the adequacy
of the current rates with the update needed for next year. At
times that has caused consi derabl e confusion.

Second, we have tended to focus on narrow issues, |ike how
many tenths of a percent should be ascribed to the Y2K probl em
or whether the cost of new technology is greater than expected
productivity inprovenent, while at the sanme tine devoting little
attention to whether the current rate really is associated with
efficient cost of care, which is an issue that could have far
greater financial inplications.

Then third, to the extent that we have consi dered paynent
adequacy, it has been in the formof attenpting to neasure
i ndi vidual factors that may have produced the inbal ance. Things
I i ke unbundling, forecast error,
upcodi ng, and the like. Gven the difficulty of neasuring those
individual itens, it seens like it mght be better to focus on
the outcome which is, is today's base rate the right one,
regardl ess of how we got where we are.

As an exanple of the problem the issue we're dealing with
the Medicare margin for inpatient services over the | ast decade
has ranged frommnus two to 17. That is a huge range. The
i ndustry representatives have tended to stress that paynents have
gone down since the BBA relative to cost, and they have. But
that inplies that the peak point as of 1997 is the right one, and
no one ever said that, or at |east no one from Congress or the
Medi care program ever said that.

For our part, we have tried to fill out the picture alittle
bit showi ng that that decline was preceded by an even | arger
i ncrease. But again, that m ght be construed as inplying that
t he trough point, which was 1992, was the right one. Again, no
one really ever said that. The unanswered question the whole
time is, what is the appropriate |level of paynent? That's the
guestion that we really would like to focus on.

Many have suggested that the task of deciding how noney
ought to be in the systemis practically an inpossible one. That
may be true, but we would like us all to remenber that Congress
and CVMs inplicitly make deci sions about the appropriate anmount of
nmoney in the systemquite frequently. CMS decides the overal
| evel of paynments ever tine it |aunches a new PPS. It usually
sets aggregate payments equal to current aggregate costs, but not
al ways. Recently in starting the SNF PPS, for exanple, they set
the initial paynent rate bel ow current cost.

Congress make paynment adequacy decisions. A couple of
exanples are the 15 percent cut in home health paynments that is



still loomng in front of us, contenporary 4 percent increase in

SNF paynents. |In fact one could take the stance that there is an
inplicit paynment adequacy decision involved in every update that

i s promul gat ed.

So the point here is that if explicit decisions are not
made, then inplicit ones will be. Qur thinking is that perhaps
t he Comm ssion's judgnents could help Congress in making those
final paynent |evel decisions.

Wth that premise in mnd, we are proposing today a node
where the annual updating process would routinely be divided into
two steps, a two-step process. As we see in this first overhead,
the first step would be assessing the adequacy of the current
base rate, which would hopefully result in a stated concl usion
about whet her paynents are about right, too high, or too | ow, and
then a reconmmendation for adjusting that base paynent rate as
appl i cabl e.

Then the second part of the process would be determ ning an
adj ustnent that accounts only for factors expected to affect
provider's costs in the comng year. Then the final update as
depicted in the figure here sinply conbines the two percentage
changes.

In the remai nder of ny presentation |I'mgoing to focus on
the first part of this process, the basic paynent adequacy. Then
Nancy Ray wi Il be back once again to take on the second part of
this process. Wiat I'mgoing to do is review three generic steps
in the paynent adequacy assessnent process, take a | ook at
several factors that m ght be considered in assessing paynent
adequacy, and then discuss several related issues, we mght cal
them conplications, that may arise in the process.

So let's go on to the next overhead. This depicts the basic
process. The three steps involved are very straightforward
conceptually. The first step neasuring current Medicare paynents
and cost is nothing nore than docunenting where we are at the
begi nning of the process; how much noney is in the system |
woul d point out though that in the case of physicians we don't
have any neasurenent of cost. Al we can do is neasure the
anount of paynents. It doesn't take away fromthe nodel. It's
equal |y applicable. But we have the constraint that we don't
have cost data to deal with, so we have to go as best we can with
t hat process.

Then the second step is determ ning where we want to be, how
much noney should be in the system And the third step is
devi sing sone sort of an approach for getting to where we want to
be. Now | have a couple of comments about the first and third
steps a little later, but right now we want to focus on the
m ddl e step, which is indeed where the action is.

One of the inportant things to understand about assessing
paynment adequacy is that it's actually a two-step process,
connoted by the two bullets in that mddle box. W would be
| ooki ng, hopefully separately, at the appropriateness of current
costs, and then at the relationship of paynents to cost. A
coupl e of exanples | think is maybe the best way to appreciate
the difference between these two | ooks.

When ProPAC and MedPAC several years ago called for a series



of negative adjustnments to inpatient paynments for unbundling
followng this massive decline in length of stay, while we never
said this explicitly, I think it's fair to say that the

Comm ssion didn't really have any quarrel with current costs.
The probl em was that paynments were too high relative to those
costs.

But when CMS a couple of years ago set the initial base
paynent rate in the SNF PPS bel ow current cost, it conversely was
really saying that they thought costs were too high and they were
| ooking to establish an incentive for providers to bring down
t hose costs. W wouldn't want that to be interpreted as they
t hought paynents ought to be | ess than costs and soneone el se has
to subsidize it. They were really | ooking for costs to be
br ought down.

So our suggestion in laying this out as a two-part process
is just sinply that we think that our deliberations will go nore
snoot hly, and our conclusions mght be nore readily understood by
the policy world if we nmake it clear which of these two issues
we're focusing in on, or both, sequentially.

Now t he box on the lower left that we have | abel ed market
condition factors, these are potential clues that we have
available to us as to whether the current cost base is
appropriate or paynents are appropriate relative to those costs.
First, of course, is the recent cost growth. O course, recent
doesn't have to be a couple of years. |t depends on the
dynam cs. W can go back five and 10 years if we want to. And
the third one, pressure fromprivate payers, both of these are
getting at the appropriateness of current costs.

The second bullet there, evidence of unbundling, would
suggest that paynments are too high, as we said. Wile on the
ot her hand, evidence of access problens, to the extent we can
measure that directly, would point to paynents being too low. W
like to point out that it's rather hard to detect paynents being
too high with access neasures, but it can give you clues that
paynents are too | ow

Then the last two as exanples, the supply of providers
willing to accept Medicare patients and the volune of care, these
tend to work in both directions. If we saw a large drop in
willing providers or in the volume of service, it mght indeed be
a suggestion that paynents are too lowrelative to cost. The
converse is true, too. If we saw a massive influx of new
provi ders and a huge vol une increase, mght be a suggestion that
the rates are really a bit too attractive.

Conspicuous in its absence fromthis |ist of market factors
is the margin. W've had sone consi derabl e di scussion about this
in the office, but the way we're looking at this is that given
that the current costs inbedded in that margin nay or may not be
the appropriate cost, then the margin in and of itself doesn't
tell you anything about where we ought to be. It tells you where
we are now. It really does not, in and of itself, answer the
guestion of where we think we ought to be. So the margin is
basically in step one of this process.

Then the factor off to the right in the |Iower right box
there is an entirely separate consideration. |f we thought that



current costs did represent efficient costs, as best as we can
determ ne, then we have a separate decision to nake: where should
we set the paynments relative to those costs? Should they be
equal ? Shoul d they be 4 percent above? Wlatever. This is
basically trying to ask the question what our standard margin
shoul d be, or perhaps nore appropriately, a standard range of
mar gi n.

But the efficient nodifier is critically inportant here,
because without it we could be setting ourselves up for the
scenari o where the standard nmargin becones a floor, and any tine
we have | arge cost increases and we dip below the standard margin
it's tine for a pay increase. That's what we don't want to do.

| think ProPAC was inplicitly saying that for eyars back in
the late '80s -- this discussion went on year after year -- they
observed that the inpatient margi ns had gone down fromwel | above
zero to well below zero. They basically concluded that this was
due to an unreasonable rate of cost growth and that we were not
going to respond with higher updates. So while |I'm not even sure
we even used the termefficient costs, this is the process that
was basically going on

The Comm ssion will have to decide whether it wants to wei gh
in on what this standard margin ought to be relative to efficient
cost. Qur limted contact with experts and literature search has
suggested that certainly there is no right nunber here for an

entire industry. It's a function of the risk providers take, and
that's sonmething that we could debate around the clock. It's a
judgnmental nmatter. | guess we're just suggesting that the fact

that it is judgnental is not necessarily reason to shy away from
it. As we were saying before, the decisions are going to get
made one way or the other. The question is whether we have
sonmet hing to say about it.

If we can nove on to the next overhead, this is the first of
several related issues that will conme into play. | sort of
stacked the difficult ones up front here and the easier ones
| ater so don't get discouraged if this looks difficult. This is
i ndeed one of the difficult questions. W would suggest the
matter of nulti-product providers, we would suggest that perhaps
the nost practical way to assess paynent adequacy is to | ook at
t he conbination of all Medicare services that a certain type of
or gani zati on provi des.

One problemw th trying to do it separately by each service
is that there is indeed cost shifting anong services. This is
certainly the case with hospitals. There have been past
incentives for hospitals to |load costs into outpatient, SNF, and
home heal th, which were then cost-based paynent. Probably the
only way that we've ever going to get an accurate picture of
paynents and the associated cost is by conbining themtogether.
| doubt that we're ever going to be able to accurately neasure
the degree of that cost shifting, although there have been a
couple of attenpts to do that. So that seens to lead to the
concl usion we ought to wap it all together.

A separate problemof sorts is that the paynent rates for
di fferent services an organi zati on provides may be at vastly
different levels. That seens to be generally the case with



dialysis centers. | think it's well known that the paynent rates
on the drugs used are way higher relative to cost than facility-
based paynents. So again, it's really only by |ooking at the two
toget her that you get any kind of a picture of the revenue
constraints that a dialysis center faces in providing services.

Now while this is, we think, the best approach, all factors
consi dered, we do have to acknow edge that it makes the process
nmore difficult. |If we do decide that paynents are too high or
too low, then you have a follow up decision: where anong these
services are you going to institute some change? W may need to
make adjustnents in nore than one service, and you have to
bal ance that out to get back to the whole.

Next issue, also not an easy one, is factors outside of
Medi care. Certainly our general operating premse is that we try
to relate paynents to the cost of treating Medicare patients.
One coul d consi der non- Medi care revenue streans in devel oping the
update, and in fact we did so once, many of you wll renmenber,
two years ago in our inpatient update.

But what we nore wanted to tal k about today was the
di sproportionate share and the indirect medical education
adj ustnents. Both of these paynent conponents in the inpatient
sector are intended to conpensate for what one could call non-
Medi care factors. W believe that they are the only conponents
in the entire Medicare fee-for-service that do so. The
di sproportionate share basically conpensates for inadequate
paynent for indigent care progranms and no paynent from
unconpensat ed care.

Over on the IME side, part of the IME adjustnent is indeed
to pay for the added costs associated teaching, but part of it
goes beyond that. It basically appears to respond to |ow total
margi ns resulting fromunconpensated care again, and the effects
of above average cost due to their teaching research m ssions,
and the like, in the private sector.

Qur prem se here is that for purposes of assessing the
adequacy of Medicare paynents relative to the cost of treating
Medi care patients, it would seemthat paynents that don't rel ate
to cost of Medicare patients are basically outside the scope of
t he anal ysi s.

So we are proposing that when we return in Decenber and
actually try our hand at assessing paynent adequacy for hospital
i npatient-outpatient services, that we base the assessnment on
Medi care paynents and cost for all Medicare services that
hospital s provide, as we tal ked about a nonent ago, but with the
paynments recal cul ated to exclude DSH paynents and the above-cost
portion of the IMEE W then end up with a margin that is useful
for anal ytical purposes but does not really represent the actual
revenue stream \We've separated out the non-Medicare related
payment s.

The third issue is considering the distribution of paynments
inall of this. |If we were to determ ne that paynents are too
high or too | ow but the problemis concentrated on sone subset of
provi ders, then an adjustnent to the update that would affect al
providers is probably not the right renedy.

An exanple of this is the expanded transfer policy that was



instituted several years ago for inpatient paynents. Congress
very explicitly intended this paynent adjustnent to reduce
aggregate paynents. But they also intended the reductions to be
targeted to a specific group of hospitals, nmainly those that had
benefited the nost in the past fromunbundling. Oten though,
the situation as we cone into the picture is reversed.

Pol i cymakers don't set out to | ook at the aggregate |evel of
paynent. They set out to address a distributional issue.

But in this situation we would still think it's a good idea
to consider whether the overall anmount of noney in the systemis
about right before deciding whether sone distributional change
shoul d be done budget neutral or involving new noney or savings.

A current exanple of this, a recent exanple, was the
i ncrease in paynents that Congress enacted for rural hone health
agencies. They set out to help that specific subset of hone
heal t h agenci es, but presumably they concluded that the overal
anount of noney in the systemwas too small and went ahead and
approved new noney. | guess we're mainly just saying that that
| atter decision should not be made lightly. [It's sonething that
we ought to | ook at as we're considering various distributional
i ssues.

The fourth issue is pretty straightforward conceptual ly.
That is that due to reporting |lags, our data don't always reflect
the inmpact of all current policies. So we don't really have
current paynments and current costs to deal with. W try to
conpensate for this by nodeling the effects of new paynent
policies, and that seens to be the right thing to do. But we
have to point out that where a policy is likely to have
behavi oral responses, such as is al nost always the case when you
institute a new PPS, the nodeling is really rather difficult. In
fact it's essentially inpossible, and we're stuck with data that
are certainly less than what we would |ike to be dealing with

The next issue, this really relates back to earlier
di scussi on of paynent adequacy. That is the potential role of
alternative neasures of financial performance. It was suggested
in our earlier discussion that perhaps a return on equity neasure
m ght be nore useful than margin in this kind of assessnent.

But after looking into this, first of all we're not sure
that a return on equity neasure is really appropriate for non-
profit providers. But even nore problematical than that is the
fact that there's no neaningful way to make this neasure specific
to Medicare. The sanme could be said for various cash flow
measures. They may informin the process, but you can't really
measure the adequacy of Medicare paynents with that tool

So the bottomline is that neither of these approaches we
t hi nk replaces the need for neasuring Medicare paynents and cost,
whi ch generally are best expressed with a margin.

Then the last issue, that | was only going to touch on
lightly today, is the issue of Medicare's non-all owabl e costs.
In the past when Medicare generally paid on the basis of
reasonabl e cost, | think there was a little di spute anong
pol i cymakers anywhere that we need to have sonme limts on the
cost that Medicare would pay for. But as we approach the point
where all paynents are prospective, the future of this non-



al | owabl e cost concept, perhaps for today we'll just say it's
sonet hing that needs to be carefully thought out.

My only point in bringing it up today is first to
acknowl edge that it is a relevant consideration in assessing
paynment adequacy. You're always trying to assess paynents
relative to cost, and this is a question, what are costs? But
also to l et everyone know that we are going to do a study in this
area. Basically it's the first ever study to attenpt to estimte
how nmuch difference non-all owabl e costs make, and to find out
what the actual conposition of these costs. Wat cost elenents
are we tal king about that really drive the amobunts of noney?

This turns out to be a far nore difficult anal ytical
exercise than one mght think. |It's going to take us a while to
do it, and the results will not be available for this year's
del i berati ons on paynent adequacy. But several nonths from now
we hope to have sone interesting information and then we'll al
sit back and try to figure out what to do with it for our future
del i berati ons.

So that's basically the nodel. Questions?

DR. NEWHOUSE: First of all, Jack, | have no problemwth
trying to disentangle the adequacy fromthe update. W' ve tal ked
about that before and there's even, | think, precedent for that
conceptually going all the way back to the begi nning of PPS,
si nce peopl e tal ked about re-basing versus updating way back
when.

| had, | guess, three kinds of coments | wanted to nake.
One is, | don't think, with kind of one exception I'll cone to at
the end, that we should focus that nmuch attention on the margin.
The first reason is that basically the product can adjust here.
This is not a perfectly defined product. As hospitals cane under
price pressure in recent years, we reduced nurse staffing. That
clearly affected their margin. |[|f they hadn't done that, they'd
have had a nore negative margin presunably.

Anot her way to say that is when you use the | anguage, cost
of an efficient provider, which | agree has a kind of hall owed
usage around here, that's conditional on sonme product. |It's
efficiency at producing that product. So we've always slid by
that anbiguity and never really reached the kind of product. But
we could have rates cut to a point where we would turn the
hospital industry into People's Express, and |'m not sure we
should want to do that. But | think this is all a way of saying
that the margin doesn't really tell us anything about whether we
have a desirable product that we're buying or not.

The second point is actually an extension of your nultiple
payer point. To the degree that the private market in a locality

has price conpetition -- and | think that's true of probably nost
big cities, and therefore nost hospitals since there's where nost
hospitals are -- if Medicare changes its rates we are likely to

see an offset on the private side in the other direction.

Another way to say this is, this is what we used to call cost
shifting. But basically Medicare announces what it is going to
pay, the hospital still has costs to cover if it doesn't cut out
costs, and it goes back to private payers and say, we're going to
have to charge you nore this year.



Now that's says in the long run hospitals are going toward
sonme kind of margin. But the margin is determined by then the
degree of conpetition in the |ocal market, not by what Medicare
is paying. Indeed, in nost industries we think margins are
determ ned by the degree of conpetition. |f you have a nonopoly,
you can get a higher margin. So that's one point.

The one exception to this where |I think we should pay
attention is to changes in nmargin as we're neasuring them where
we think we have a story to tell. So | think that's the
unbundling case. W saw hospitals length of stay falling, we saw
t he use of post-acute care facilities, many of which hospitals
owned or operated, rising a lot, we saw margins going up. This
all added up to a story to tell, and | thought that was a
perfectly legitimte use of the margin. So that's really as
di stingui shed fromsaying, we're regularly aimng at 5 percent.
That's one set of comments.

The second comment is the view that we should | ook at what
at other tinmes and places you've call ed the nost-of-Mdicare
margin. That is to say, we should add together all the units of
the hospital, which |I'msynpathetic to. The problemwth it is,
whi ch you don't really get to here, is different hospitals have
different m xes of services. | don't know how you propose to
handl e that in conparing subgroups. So if we want to conpare
rural hospitals -- actually we just had an illustration of that
with the cancer hospitals, and how nuch outpatient they had or
didn't have.

The idea is if we want to conpare across our groups,
probably the proportion of revenue that's com ng from SNF and
honme heal th and rehab, and so forth and so on, is going to vary

across those groups. It surely varies between rural and maj or
t eachi ng.

So I"'mnot sure how to handl e that beyond trying to contro
for that in sone statistical fashion. | don't know if you were

contenpl ating doing that or not. That doesn't seemto nme so
straightforward to do.
The third point | wanted to nake is, to the degree we are

going to use margins -- and as | say, in the unbundling case |
t hought they were quite helpful in telling a story about what was
going on -- | think we need the cost report, which we're going to

cone to tonorrow when we tal k about regulatory conplexity. So
sonmehow what's going on in this part of our report has to neet up
Wi th our regulatory conplexity report.

MR ASHBY: |I'd like to comment on just a couple of those
points. The first one, don't focus too nuch attention on
margi ns. W absolutely agree and tried to nake that point, it's
not really one of the factors that one uses. That nmay have been
| ess clear in the paper that you were reading, but we in fact
want --

DR. NEWHOUSE: | thought there were sone even nore
fundanental reasons not to do it than what you had here, and we
shoul d make sone of those points.

MR. ASHBY: | want to nake -- sort of the second part of
t hat statenent though, and that is that | guess in trying to null
this over it does seemto ne though that inevitably you do reach



a point where you conclude, this is the cost base we want to pay
for and you can't escape the question of whether you want the
paynents to be |l ess and we're | ooking for subsidies from other
payers, or you want to be at the sane, or you want it to be X

percent higher or whatever. | don't know how you escape that
guestion. It seens like one that just has to be answered before
you can get to the finish |ine.

DR. NEWHOUSE: | guess | would just say, | don't think it

can be. If | take Jack back to his prior Iife when he was CEO of
Mount Sinai, how | allocated the portion of his salary to
Medicare and to private payers is quite arbitrary. But that's
going to affect what | choose to call the Medicare margin and the
private payer margin. So how those nunbers conme out is really an
accounting convention. The ultimte story is if those costs are
going to be covered, they have to be covered sonewhere. That in
fact probably accounts for quite a bit of what we see in the

vari ati on when Medi care changes rates.

MR, ASHBY: It does. That will eventually be a point that
we Wil stress in this discussion of non-allowable costs. It's
really the allocation that drives the stuff.

But | guess it just seens to ne we end up with a vicious
circle. You can't really do it, but you can't not do it either,
because let's face it, you're still studying paynents in the end.

DR. NEWHOUSE: First of all, | would distinguish |Ievel of
mar gi n and changes in margin, because | think as long as you're
doing it consistently at |east, nmaybe the changes tell sonething.

Then second is, | think there's no escaping from-- you
think there's no escaping fromthe margins. | think there's no
escaping from | ooking at what you're actually buying. You have
to say sonething about what the product is. Are the hospitals
produci ng the care you want to produce, or are they too starved
for funds, or are they very flush and they're building great
pal ati al buil dings or what?

But as | say, because the margin -- | can reduce ny margin
by putting in very fancy facilities, having a | ot of debt
service. Medicare may or may not want to pay for that. But then
to cone back and say, nmy margin is |ow, give nme noney, that
doesn't make nmuch sense to ne.

DR. RCSS: Joe, can | give a slightly different
characterization here? Because you could | ook back historically
and say that in fact a | ot of decisions were based | ooking solely
at margins, and perhaps even at the margins. Instead what we're
trying to suggest is, when we're dealing in the world of
financial performance, let's try and get a better neasure, or at
| east erase sone of the biases that we think are in there. For
exanpl e, the inpatient-outpatient cost allocation issue.

But second is to be nore explicit about recognizing the
l[imtations of any given neasure of financial performance and
| ook to the other pieces that we have. This canme up |last year in
the context of dialysis facilities where you could | ook at the
margin on the PPS side of paynents, or you could | ook at all of
t he paynents. Then you' d take that piece of information and put
it together with the extrenely rapid infusion of new providers
and you could start to draw sonme concl usions, which the



Conmmi ssi on did.

So it's not that we're even deluding ourselves in trying to
craft the perfect margin. W're trying to get a better neasure
of financial performance, but also to bring in nore of the other
pi eces that we know about.

DR NEWHOUSE: As | said, | agree with bringing in the other

pi eces. The issue was how to do that and still make conpari sons
anong hospitals that had different product m xes.
DR. RElI SCHAUER: Joe really touched on this. | think

conceptually you're headed in the right direction. But then
ask nyself, practically, what's going to cone out the other end?

MR. ASHBY: Yes, we worry about that, too.

DR. REISCHAUER | think you're right to do this on an
institutional or entity basis, but as Joe points out, the
hospital will have inpatient, outpatient, SNF, maybe hospi ce,
maybe home health. Just take one hospital and if | did these
calculations and | found that paynments were insufficient, how
woul d | know whi ch particular ones were? | have a sanpl e of
4,000 hospitals and I do a regression of these that has these
services as variables, but then I can think of 4,000 other
variables that I'd have to include in that equation before |I'd be
confortable with the coefficients.

DR. RCSS: |Is there an alternative?

DR. REISCHAUER. No, it's just that we know where the
l[imtations of the existing systemare and we're going to do one
which I think is a lot nore defensible, mght it not come up with
answers. As | said before, go toit.

DR. WAKEFI ELD: Jack, just three quick questions. |'m
referring nowto the docunent that we had a chance to take a | ook
at in advance of the nmeeting. | liked the notion of your taking
a long terml ook at non-allowable costs. | think that will be
very informative at least. | thought it was kind of interesting
t hough your casting of it in the text, and maybe it is the truth,
the Comm ssion nost likely will not want to address its Medicare
mar gi ns to add back non-all owables. That may well be the case.
But | al so thought, maybe dependi ng on what you |earn two years
fromnow there's going to be sonmething done with sone piece of
that. So it's only a cautionary note to say, |I'mnot sure we
want to put --

MR. ASHBY: There's a future debate on that. | guess | was
nmostly saying, we can't really resolve that right now, especially
i n advance of doing the study. But there was absolutely a future
di scussi on about whether this concept has any future.

DR. WAKEFI ELD: Right, or some part of it, m ght get
adj usted or whatever. So | just think there was a little bit of
a bias that m ght have been introduced in that text that | don't
know i f you i ntended.

MR. ASHBY: | will work on that because | do not intend to
introduce that bias. | think it's an open question, and a little
down the line the Comm ssion may want to get involved in that as
wel | .

DR, WAKEFI ELD: | think it will be very hel pful to have that
kind of information |ater on.

The other comment that | had on this docunent that we



recei ved in advance was your discussion about base paynent rates
and | ooking further at varying the base rates when there are

di fferences in broad groups of providers, when those differences
in broad groups of providers would seemto warrant differences or
variation in base rate. 1've got a question, and if | knew the
answer | woul dn't be asking you this, so please don't interrupt
it as being too off the wall.

But | was wondering if it's worth giving sonme thought to
being really sure that the differences between those groups
aren't due to characteristics that could be nodifiers of a
uni form base rate, rather than the establishnment of separate base
rates. |s that another way of | ooking at this?

MR. ASHBY: Yes, absolutely. 1In fact that's one cl assi cal
way to | ook at PPS design, is that you al ways ought to spin off
of one rate, and if there are the need for adjustnent factors for
this and that that are different anong groups you do it with
adj ust nent s.

DR. WAKEFI ELD: So we may have that sort of a notion
entertained in here sonmewhere too then?

MR. ASHBY: Yes, we should probably play that out a little
bit nore.

DR. WAKEFI ELD: Thank you.

MR. HACKBARTH. Any ot her conments?

| guess I'mwith Bob on this. He put it far better than

woul d be able to. It all nakes sense to me. | don't have a

Ph.D. in economics but it seens |ogical to me what you propose,
Jack. I'mvery uncertain about exactly where it | eads and what
it's going to feel like when we do it. Wwen | |look at the |ist

of market condition factors, some of those are readily neasurable
and famliar things that we've | ooked at before. Qhers are,
t hi nk going to be much nore difficult to get a grip on

MR. ASHBY: R ght. [It's going to inevitably be a rather
judgnental process, so we tried to make that clear. It's just
i nevi t abl e.

MR. HACKBARTH:. But having said that, that's certainly a
problemw th our current framework is that we end up tal king
about i nponderabl es and maki ng guesses at them wusually
of fsetting guesses.

MR. ASHBY: Yes, exactly. The way | like to look at it is,
we either have a broad inponderable or we have two or three
narrow i nponder abl es, but either way you end up meki ng educat ed
guesses. So that the added inprecision of going down to narrow
vari abl es does not appear to be really solving the problem

MR. HACKBARTH. So | guess hearing no other comnments, we
have at |east the general feeling that this is a direction that
we ought to be noving, although be it wwth a little trepidation,
at | east on ny part.

DR. ROSS: Think about it in conjunction wth the next
sessi on.

MR, HACKBARTH: Yes. Wy don't we just go ahead and nove on
to the next session?

M5. BURKE: One question. | was |ooking back through this,
and tell me whether or not | just missed this or whether it's not
part of the formulation. That is in |ooking at the adequacy of



the rates as well as the updates, are you al so going to exani ne
the rel ati onship between different service aspects of the
problen? So that it's not only the question of the adequacy of
the rate for hospitals, but whether or not if you | ook across the
array of services that Medicare provides, how those paynents are
di stributed?

MR. ASHBY: You nean like inpatient to outpatient, or
out patient to physician?

M5. BURKE: | nean whether or not as you | ook at the
totality of what we spend, the adequacy of the individual rates,
whet her or not the distribution anong services nmakes sense.

MR. ASHBY: | think we were anticipating nostly
concentrating on the distribution anong services provided by the
singl e organi zation. Once you go across organizations it just
rai ses another level of conplexity. But it's certainly there.

MR. HACKBARTH. Let ne raise one other question, and maybe
it's rhetorical in nature. For all of the flaws of our current
framework, there is sonme famliarity to it, and sim/lar thinking
has been used by other people to try to westle with the
appropriate update. W would be going off in a sonmewhat
di fferent ground, maybe a better ground, but it will raise a
communi cation challenge for us. Reading this material, it was
hard for ne to come to grips with, and now we're tal king about
going to a much larger, nore diverse audience with a change in
our thinking. Not necessarily a reason not to do it but --

DR NEWHOUSE: denn, | didn't think it was that big a
change. | thought this was kind of codifying where we had cone
to over the last few years.

MR. ASHBY: Right. And | can visualize a situation too
where the end product is a very sinple, two nunbers sumed to a
third nunber, and it will be a little easier to absorb than the
framework we've had with lots of details in it previously.

MR. HACKBARTH. Your point is well taken, Joe. It may be
just because you're a lot smarter than | am but when | sit down
toread this, it was a struggle for me to westle with it and
what the inplications of this mght be. | didn't as quickly nmake
the connections as you. So just sonething to be --

MR. ASHBY: W have struggled with it too, and we work with
it every day. In fact we continued to struggle with it after we
sent the paper to you and ended up neki ng additional changes.
It's not easy concepts.

MR. HACKBARTH: Let's nove on to the update piece of this.



